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financial systems comply with the
Federal Financial Management
Improvement Act of 1996 (FFMIA).
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to address issues raised in this
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implementing the nearly 80
recommendations that remain open
as of the date of this report.

IRS agreed with the report's
findings and noted that the report
fairly presented IRS's progress and
its remaining challenges. IRS cited
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matters raised in the report. IRS
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of the material weaknesses cited in
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FINANCIAL AUDIT

IRS’s Fiscal Years 2003 and 2002
Financial Statements

What GAO Found

In GAOQO’s opinion, IRS’s fiscal year 2003 financial statements were fairly
presented in all material respects. Because of serious deficiencies in
financial systems and internal control weaknesses, however, IRS again had
to rely extensively on resource-intensive compensating processes to prepare
its financial statements.

In fiscal year 2003, IRS continued to make great strides in a number of areas.
IRS improved the accuracy and reliability of its property and equipment
(P&E) inventory records and implemented a system to ensure that software
and software licenses were properly controlled and used in accordance with
license agreements. These and prior years’ improvements allowed GAO to
conclude that the remaining issues related to P&E no longer constitute a
material internal control weakness. Because of other improvements by IRS,
such as timely recording obligations and expenditures in its accounting
system, GAO no longer considers the remaining control issues related to
recording certain budgetary activity to be a reportable condition. However,
IRS continues to be challenged by control weaknesses and system
deficiencies affecting (1) financial reporting, (2) unpaid tax assessments,

(3) tax revenue and refunds, and (4) computer security. IRS was also not
always in compliance with laws concerning the structure of installment
agreements it enters into with taxpayers and the timely release of federal tax
liens.

Lack of a financial management system that can produce timely, accurate,
and useful information needed for day-to-day decisions continues to be one
of the largest obstacles facing IRS management. Through compensating
processes, extraordinary efforts, and continued improvements to its
financial processes and operations, IRS was able for the second consecutive
year to issue its financial statements 6 weeks after the end of the fiscal year.
Nevertheless, largely because its financial management systems do not
comply with FFMIA, IRS remains unable to produce reliable, timely financial
and cost-based performance information for decision making or to fully
address the financial management and operational issues that affect its
ability to fulfill its responsibilities as the nation’s tax collector.

Total Federal Receipts: IRS and Non-IRS Collections

4%

O Non-IRS Collections
BIRS Collections

96%

Source: IRS.

Note: IRS is responsible for collecting nearly all federal receipts. IRS’s fiscal year 2003 financial
statements show that IRS programs collected nearly $2 trillion in federal receipts, or about 96
percent of total federal receipts.
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@ G A O Comptroller General

of the United States

Accountablllty * Integrity » Reliability

Umted States General Accounting Office
Washington, D.C. 20548

November 13, 2003

The Honorable John W. Snow
The Secretary of the Treasury

Dear Mr. Secretary:

The accompanying report presents the results of our audits of the financial
statements of the Internal Revenue Service (IRS) as of and for the fiscal
years ending September 30, 2003 and 2002. We performed our audits in
accordance with the Chief Financial Officers (CFO) Act of 1990, as
expanded by the Government Management Reform Act of 1994. This report
contains our (1) unqualified opinions on IRS’s financial statements, (2)
opinion that IRS’s internal controls were not effective as of September 30,
2003, and (3) conclusion regarding IRS’s noncompliance with two
provisions of laws and regulations that we tested and IRS’s financial
management systems’ lack of substantial compliance with the
requirements of the Federal Financial Management Improvement Act of
1996.

Our unqualified opinions on IRS’s fiscal years 2003 and 2002 financial
statements were made possible by the continued extraordinary efforts of
IRS senior management and staff to compensate for serious internal
control and financial management systems deficiencies. Continuing to
meet significantly accelerated reporting dates for issuance of the financial
statements was also a major accomplishment. In 2001, the Office of
Management and Budget (OMB) announced the executive branch’s
intention to require that agencies accelerate their timeline for issuing
audited financial statements. For fiscal year 2003, OMB requires that
agencies issue their audited financial statements by January 30, 2004, and
for fiscal year 2004 and thereafter, OMB requires that agencies issue their
audited financial statements by November 15, or 6 weeks after the end of
the fiscal year. Last year, the Department of the Treasury went a step
further by establishing, and then successfully achieving, a goal of having
the audit of its financial statements, including those of its component
entities such as IRS, completed and its departmentwide accountability
report issued by November 15. IRS continued to successfully meet this
challenge in fiscal year 2003.

In fiscal year 2003, IRS continued to make great strides in addressing its

financial management challenges, particularly with respect to its
administrative accounting operations. For example, IRS implemented
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procedures to improve the accuracy and reliability of its property and
equipment (P&E) inventory records and implemented an inventory record
system that captured information essential to ensure that software and
software licenses were properly controlled and used in accordance with
license agreements. These improvements, combined with the progress we
reported last year, enabled us to conclude that the remaining issues related
to P&E no longer constitute a material internal control weakness. Other
improvements by IRS, such as more timely recording of obligations in its
accounting system and implementation of procedures to address delays we
reported in prior years in IRS’s posting of expenditures in its accounting
system, enabled us to conclude that issues related to controls over
budgetary activity no longer constitute a reportable condition. IRS’s
actions, coupled with the continued use of resource-intensive processes to
compensate for the remaining serious weaknesses in systems and controls,
enabled IRS to again achieve Treasury’s timeline.

We commend IRS for the improvements it has continued to make in its
financial processes and operations. Nonetheless, IRS management and
staff will continue to be challenged to sustain the level of effort needed to
produce reliable financial statements until the agency is able to fully
address the underlying systems and internal control issues that have made
this process so time consuming and resource intensive. As we previously
reported, IRS continues to lack timely, accurate, and useful financial
information and sound controls with which to make fully informed
decisions and to ensure ongoing accountability, which is the end goal of the
CFO Act. IRS has made significant progress in addressing its serious
control and systems deficiencies and improving financial management
during the past 6 years. It is important that these financial management
initiatives continue to receive the needed support of the IRS Commissioner
to achieve comprehensive and lasting financial management reform.

The accompanying report also discusses other significant issues that we
considered in performing our audit and in forming our conclusions that we
believe should be brought to the attention of IRS management and users of
IRS’s financial statements.

We are sending copies of this report to the Chairmen and Ranking Minority
Members of the Senate Committee on Appropriations; Senate Committee
on Finance; Senate Committee on Governmental Affairs; Senate Committee
on the Budget; Subcommittee on Transportation, Treasury, and General
Government, Senate Committee on Appropriations; Subcommittee on
Taxation and IRS Oversight, Senate Committee on Finance; Subcommittee
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on Oversight of Government Management, the Federal Workforce, and the
District of Columbia, Senate Committee on Governmental Affairs; House
Committee on Appropriations; House Committee on Ways and Means;
House Committee on Government Reform; House Committee on the
Budget; Subcommittee on Government Efficiency and Financial
Management, House Committee on Government Reform; and
Subcommittee on Oversight, House Committee on Ways and Means. In
addition, we are sending copies of this report to the Chairman and Vice
Chairman of the Joint Committee on Taxation, the Commissioner of
Internal Revenue, the Director of the Office of Management and Budget,
the Chairman of the IRS Oversight Board, and other interested parties.
Copies will be made available to others upon request. In addition, the
report is available at no charge on GAO’s Web site at http://www.gao.gov.

This report was prepared under the direction of Steven J. Sebastian,
Director, Financial Management and Assurance, who can be reached at
(202) 512-3406. IfI can be of further assistance, please call me at (202) 512-
5500.

Sincerely yours,

Wil ——

David M. Walker
Comptroller General
of the United States
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@ G A O Comptroller General

Accountablllty * Integrity * Reliability of the United States

Umted States General Accounting Office
Washington, D.C. 20548

To the Commissioner of Internal Revenue

In accordance with the Chief Financial Officers (CFO) Act of 1990, as
expanded by the Government Management Reform Act of 1994, this report
presents the results of our audits of the financial statements of the Internal
Revenue Service (IRS) for fiscal years 2003 and 2002. The financial
statements report the assets, liabilities, net position, net costs, changes in
net position, budgetary resources, reconciliation of net costs to budgetary
obligations, and custodial activity related to IRS’s administration of its
responsibilities for implementing federal tax legislation. The financial
statements do not include an estimate of the amount of taxes owed the
federal government but which have not been identified by IRS, often
referred to as the tax gap.'

In its role as the nation’s tax collector, IRS has a demanding responsibility
in collecting taxes, processing tax returns, and enforcing the nation’s tax
laws. The size and complexity of IRS’s operations present additional
challenges to management. IRS is a large, complex organization with tens
of thousands of people in 10 service center campuses, three computing
centers, and numerous other field offices throughout the United States. In
each of fiscal years 2003 and 2002, IRS collected about $2 trillion in tax
payments, processed hundreds of millions of tax and information returns,
and paid about $300 billion and $281 billion, respectively, in refunds to
taxpayers.

One of the largest obstacles facing IRS management today continues to be
the agency’s lack of a financial management system capable of producing
the reliable and timely information IRS managers need to assist in making
day-to-day decisions. IRS continued to face many of the pervasive internal
control weaknesses that we have reported each year since we began
auditing its financial statements in fiscal year 1992,* though it also
continued to make significant strides in addressing its financial
management challenges. In fiscal year 2003, for the fourth consecutive
year, IRS was able to produce financial statements covering its tax
custodial and administrative activities that are fairly stated in all material
respects. Moreover, for the second consecutive year, IRS was able to

IRS includes an estimate of the tax gap in the other accompanying information.

2U.S. General Accounting Office, Financial Audit: Examination of IRS’ Fiscal Year 1992
Financial Statements, GAO/AIMD-93-2 (Washington, D.C.: June 30, 1993).
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produce its financial statements only a month and a half after the end of the
fiscal year.?

IRS’s success in meeting its accelerated reporting date for the second
consecutive year was a major accomplishment and represents continued
improvement over previous years. Nevertheless, many of IRS’s
longstanding systems and internal control weaknesses continued to exist,
necessitating continued reliance on costly compensating processes,
statistical projections, external contractors, substantial adjustments, and
monumental human efforts to prepare a set of reliable financial statements.
These costly efforts would not have been necessary if IRS’s systems and
controls had operated effectively. Until the underlying systemic problems
that give rise to this condition are resolved, IRS will need to continue
making refinements in the way it processes transactions, maintains its
records, and reports financial information.

Strong commitment, hard work, and a continued reassessment of certain
basic business processes by both IRS senior leadership and staff were the
key to IRS’s success in obtaining an unqualified audit opinion on its fiscal
year 2003 financial statements. IRS continued to make notable progress in
a number of areas, particularly with respect to its administrative
accounting operations. For example, IRS implemented procedures to
improve the accuracy and reliability of its property and equipment (P&E)
inventory records, and implemented an inventory record system that
captured information essential to ensure that software and software
licenses were properly controlled and used in accordance with license
agreements. These improvements, combined with improvements made in
prior years, allowed us to conclude that the remaining issues related to
P&E no longer constitute a material internal control weakness. Also, IRS
significantly enhanced its accountability over budgetary activity by
instituting more timely recording of obligations in its accounting system

3In 2001, the Office of Management and Budget announced the executive branch’s intention
to significantly accelerate agencies’ financial reporting timeline, requiring that for fiscal year
2004 and thereafter they issue their financial statements by November 15, or 6 weeks after
the end of the fiscal year. The Department of the Treasury established and achieved its own
goal of meeting this accelerated timeline 2 years early. For fiscal year 2002, the audit of
Treasury’s financial statements, including those of its component entities such as IRS, was
completed and was issued by November 15.
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and by implementing procedures to address delays in posting expenditures
in its accounting system. IRS’s actions enabled us to conclude that issues
related to controls over budgetary activity no longer constitute a reportable
condition. However, despite these improvements, we continue to consider
issues related to controls over financial reporting, management of unpaid
assessments, collection of revenue and issuance of tax refunds, and
computer security to be material weaknesses.*

Producing financial statements within a month and a half after the end of
the fiscal year while sustaining an unqualified opinion for the second year
in a row was a significant accomplishment for IRS. At the same time, the
effort it took continued to place a considerable strain on IRS resources and
required substantial contractor support. IRS has clearly made progress in
improving its financial management, and the process changes IRS has
instituted in the last 2 fiscal years represent good financial management
practices. Nevertheless, IRS personnel will continue to be challenged to
sustain the level of effort needed to produce reliable financial statements
timely until IRS successfully addresses the underlying systems and internal
control problems that cause this process to be time consuming and
difficult. Additionally, this process does not produce the reliable, useful,
and timely financial and performance information IRS needs for decision
making on an ongoing basis, which is a goal of the CFO Act, nor can it fully
address the underlying financial management and operational issues that
adversely affect IRS’s ability to effectively fulfill its responsibilities as the
nation’s tax collector.

IRS is currently installing a new financial management system intended to
resolve many of the issues discussed in this report. However, IRS has
encountered problems that have led to delays in the implementation of key
elements of its new financial management system. For example, IRS had
planned to begin implementation of the first release of the Integrated
Financial System (IF'S), its new core accounting system, in October 2003,
but testing delays during pre-implementation caused IRS to defer
implementation until the middle of fiscal year 2004. IRS also encountered
delays in the implementation of the first phase of the Customer Account

‘A material weakness is a reportable condition that precludes the entity’s internal controls
from providing reasonable assurance that material misstatements in the financial
statements would be prevented or detected on a timely basis. Reportable conditions are
matters coming to our attention that, in our judgment, should be communicated because
they represent significant deficiencies in the design or operation of internal controls that
could adversely affect IRS’s ability to meet the objectives described in this report.
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Data Engine (CADE), the new system being designed to modernize IRS’s
taxpayer master files, which caused IRS to defer implementation of CADE
for about 1 year. Once fully implemented, CADE is to provide tax
information to IF'S for reporting purposes through the Custodial
Accounting Project (CAP). CAP is a system designed to support
management needs for information related to tax operations for purposes
of day-to-day decision making, performance management, and reporting.
CAP, which has also experienced some delays due to unanticipated data
volume and data quality problems, is to be integrated with IFS and is being
designed to support financial management of revenue transactions,
including reporting of individual receipt and refund activity. IRS does not
expect that its new financial management systems will be fully
implemented until at least 2007.

]
Opinion on IRS’s
Financial Statements

IRS’s financial statements, including the accompanying notes, present
fairly, in all material respects, in conformity with U.S. generally accepted
accounting principles, IRS’s assets, liabilities, net position, net costs,
changes in net position, budgetary resources, reconciliation of net costs to
budgetary activity, and custodial activity as of and for the fiscal years
ended September 30, 2003, and September 30, 2002.

However, misstatements may nevertheless occur in other financial
information reported by IRS as a result of the internal control weaknesses
described in this report.

IRS’s financial statements include tax revenues collected during the fiscal
year as well as the total unpaid taxes for which IRS, the taxpayer, or courts
agree on the amounts owed. Cumulative unpaid tax assessments for which
there is no future collection potential or for which there is no agreement on
the amounts owed are not reported in the financial statements. Rather,
they are reported as write-offs and compliance assessments, respectively,
in supplemental information to IRS’s financial statements. Also, in
accordance with U.S. generally accepted accounting principles, to the
extent that taxes owed in accordance with the nation’s tax laws are not
reported by taxpayers and are not identified through IRS’s various
enforcement programs, they are not reported in the financial statements
nor in supplemental information to the financial statements.
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|
Opinion on Internal

Controls

Because of the material weaknesses in internal controls discussed below,
IRS did not maintain effective internal controls over financial reporting
(including safeguarding of assets) or compliance with laws and regulations,
and thus did not provide reasonable assurance that losses, misstatements,
and noncompliance with laws material in relation to the financial
statements would be prevented or detected on a timely basis. Our opinion
is based on criteria established under 31 U.S.C. § 3512 (c), (d), commonly
referred to as the Federal Managers’ Financial Integrity Act of 1982 (FIA),
and the Office of Management and Budget (OMB) Circular A-123, revised
June 21, 1995, Management Accountability and Control.

Despite its material weaknesses in internal controls and its system
deficiencies, IRS was able to prepare, primarily through compensating
processes and approaches, financial statements that were fairly stated in
all material respects for fiscal years 2003 and 2002. Nonetheless, IRS
continues to face the following key issues that represent material
weaknesses in internal controls:

¢ weaknesses in controls over the financial reporting process, resulting in
IRS not (1) being able to prepare reliable financial statements without
extensive compensating procedures and (2) having current and reliable
ongoing information to support management decision making and to
prepare cost-based performance measures;

e weaknesses in controls over unpaid tax assessments, resulting in IRS’s
inability to properly manage unpaid assessments and leading to
increased taxpayer burden;

¢ weaknesses in controls over the identification and collection of tax
revenues due the federal government and over the issuance of tax
refunds, resulting in lost revenue to the federal government and
potentially billions of dollars in improper payments; and

¢ weaknesses in computer security controls, resulting in increased risk of
unauthorized individuals being allowed to access, alter, or abuse
proprietary IRS programs and electronic data and taxpayer information.

The material weaknesses in internal controls noted above may adversely
affect any decision by IRS’s management that is based, in whole or in part,
on information that is inaccurate because of these weaknesses. In addition,
unaudited financial information reported by IRS, including performance
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Compliance with Laws
and Regulations and
FFMIA Requirements

information, may also contain misstatements resulting from these
weaknesses.

In addition to the material weaknesses discussed above, we identified two
reportable conditions which, although not material weaknesses, represent
significant deficiencies in the design or operation of internal controls that
could adversely affect IRS’s ability to meet the internal control objectives
described in this report. These conditions concern deficiencies in

(1) controls over hard-copy tax receipts and taxpayer data, which increase
the government’s and taxpayers’ risk of loss or inappropriate disclosure of
taxpayer data, and (2) controls over P&E, which hamper IRS’s ability to
have reliable and timely information on its balance of P&E throughout the
year. We reported controls over P&E as a material weakness in our prior
audits, but based on improvements we found during our fiscal year 2003
audit, we have reassessed it as a reportable condition. Similarly, we
previously reported controls over budgetary activity as a reportable
condition, but based on improvements we found during our fiscal year 2003
audit, we no longer consider the remaining issues related to controls over
the recording of certain budgetary activity to constitute a reportable
condition.

We have reported on these material weaknesses and reportable conditions
in prior audits and have provided IRS recommendations to address these
issues. Nearly 80 of these recommendations were still open as of the date
of this report. IRS has made marked strides in resolving these matters. We
will follow up in future audits to monitor IRS’s progress in implementing
these recommendations. For more details on these issues, see appendix I.

Our tests of compliance with selected provisions of laws and regulations
disclosed two areas of noncompliance that are reportable under U.S.
generally accepted government auditing standards and OMB guidance.
These relate to the release of federal tax liens against taxpayers’ property
and the structure of installment agreements IRS enters into with taxpayers
to satisfy their outstanding tax liabilities.

Except as noted above, our tests for compliance with laws and regulations
disclosed no other instances of noncompliance that would be reportable
under U.S. generally accepted government auditing standards or OMB audit
guidance. However, the objective of our audit was not to provide an
opinion on overall compliance with laws and regulations. Accordingly, we
do not express such an opinion.
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We also found that IRS’s financial management systems did not
substantially comply with the requirements of the Federal Financial
Management Improvement Act of 1996 (FFMIA).? In addition, another
matter came to our attention, involving some IRS contributions to the
Thrift Savings Plan that exceed statutory requirements due to an
automated system—related problem at the National Finance Center.

For more details on these issues, see appendix I.

|
Consistency of Other

Information

IRS’s Management Discussion and Analysis, required supplemental
information, and other accompanying information contain a wide range of
data, some of which are not directly related to the financial statements. We
did not audit and do not express an opinion on this information. However,
we compared this information for consistency with the financial
statements and discussed the methods of measurement and presentation
with IRS officials. Based on this limited work, we found no material
inconsistencies with the financial statements or nonconformance with
OMB guidance. Under OMB guidance for the financial statements of federal
agencies, agencies are asked to strive to develop and report objective
measures that, to the extent possible, provide information about the cost-
effectiveness of their programs. We found, however, that because of the
noted internal control and systems limitations, IRS cannot report reliable
cost-based performance measures relating to its various programs
consistent with the Government Performance and Results Act of 1993.

Objectives, Scope, and
Methodology

Management is responsible for (1) preparing the annual financial
statements in conformity with U.S. generally accepted accounting
principles, (2) establishing, maintaining, and assessing internal control to
provide reasonable assurance that the broad control objectives of 31 U.S.C.
§ 3512 (c), (d) (FIA) are met, (3) ensuring that IRS’s financial management
systems substantially comply with the requirements of FFMIA, and

(4) complying with applicable laws and regulations.

We are responsible for obtaining reasonable assurance about whether
(1) the financial statements are presented fairly, in all material respects, in
conformity with U.S. generally accepted accounting principles and

®31 U.S.C. § 3512 note (2000) (Federal Financial Management Improvement).
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(2) management maintained effective internal controls, the objectives of
which are the following:

¢ Financial reporting—transactions are properly recorded, processed,
and summarized to permit the preparation of financial statements in
conformity with U.S. generally accepted accounting principles and
assets are safeguarded against loss from unauthorized acquisition, use,
and disposition.

¢ Compliance with laws and regulations—transactions are executed in
accordance with laws governing the use of budget authority and with
other laws and regulations that could have a direct and material effect
on the financial statements and any other laws, regulations, and
governmentwide policies identified by OMB audit guidance.

We are also responsible for (1) testing whether IRS’s financial management
systems substantially comply with the three FFMIA requirements,

(2) testing compliance with selected provisions of laws and regulations that
have a direct and material effect on the financial statements and laws for
which OMB audit guidance requires testing, and (3) performing limited
procedures with respect to certain other information appearing in these
annual financial statements. For more details on our methodology and the
laws and regulations we tested, see appendix II.

We did not evaluate all internal controls relevant to operating objectives as
broadly defined by FIA, such as controls relevant to preparing statistical
reports and ensuring efficient operations. We limited our internal control
testing to testing controls over financial reporting and compliance with
laws and regulations.

We did not test compliance with all laws and regulations applicable to IRS.
We limited our tests of compliance to those laws and regulations that had a
direct and material effect on the financial statements or that were required
to be tested by OMB audit guidance that we deemed applicable to the
financial statements for the fiscal years ended September 30, 2003, and
September 30, 2002. We caution that noncompliance may occur and not be
detected by these tests and that such testing may not be sufficient for other
purposes.

We performed our work in accordance with U.S. generally accepted
government auditing standards and OMB audit guidance.
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Agency Comments and
Our Evaluation

In responding to this report, IRS noted that the report fairly presented IRS’s
progress and its remaining challenges. IRS noted that it had, for the fourth
consecutive year, achieved an unqualified audit opinion on its financial
statements and, for the second consecutive year, achieved this under a
significantly accelerated reporting timetable, issuing the audited financial
statements 6 weeks after the end of the fiscal year. Additionally, IRS cited a
number of financial management reforms and improvements during the
fiscal year. For example, IRS noted that it had implemented improved
interim reporting processes, implemented a software inventory system to
improve accountability over software licenses, improved controls to
ensure better accountability over P&E, implemented a process for
developing interim accruals for certain specific administrative expenses
such as rent, and strengthened its oversight of obligating practices. IRS
noted that these improvements enabled the agency to make progress in
resolving material weaknesses identified under its annual FIA assessment
process, including accountability over P&E, telecommunications, and
administrative financial reporting.

In its response, IRS recognized that it is only through its implementation of
its new integrated financial management systems that it will be able to
overcome the majority of the material weaknesses cited in the report. IRS
noted that, as it continues to work to implement its new systems, it will
also continue efforts to improve its business practices in support of these
systems, including implementing the core accounting functionality of IFS,
streamlining and improving business processes for travel, purchase card,
and obligations and commitments reviews, and implementing policies to
more effectively collect and report costs associated with trust fund
activities. IRS noted that the agency was committed to continuous
improvement in financial management, and that it would continue the
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improvements made in the last few years as it develops and implements the
fundamental long-term solutions needed to address the internal control
weaknesses cited in the report.

The complete text of IRS's response is included in appendix III.

Wil ——

David M. Walker
Comptroller General
of the United States

October 31, 2003
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Management Discussion and Analysis

INTERNAL REVENUE SERVICE
Management Discussion and Analysis
For the Fiscal Year Ended September 30, 2003

l. Introduction

The first Commissioner of Internal Revenue, George Boutwell, made an astute observation of
the 1862 revenue law, which President Lincoln signed to establish our first income tax. He
wrote, “It was a remarkable exhibition of legislative wisdom under the circumstances, but it was
incomplete in part rather than imperfect in plan.” Even today, that summarizes our progressive
system of taxation. Certainly, there have been vigorous and difficult debates about taxation and
tariffs that go back to the creation of the republic. They continue to this day at kitchen tables
across America and in the halls of Congress. But once the dust settles and the law is written, it
falls to the Internal Revenue Service to fairly and impartially administer that law; no matter how
complex or controversial it may be.

Over the last 50 years, the volume and complexity of IRS operations has expanded
tremendously. Since 1952, the number of returns filed has more than doubled, and the number
of pages in the tax code has expanded from 812 to approximately 3,500. The rate of change in
the tax administration system and in the economy is remarkable. We continue to deal directly
with more Americans than any other institution, private or public.

The IRS has made steady gains in better serving America’s taxpayers. For the Tax Year (TY)
2002 filing season, the Service processed over 128.7 million individual returns, and issued over
99.5 million refunds totaling $191.2 billion. Web site usage for the same period smashed all
records with 2.7 billion hits and 336 million files downloaded. IRS representatives also
answered 25.9 million telephone calls during TY 2002; the automated telephone system
handled about 62.4 million calls. The big news is assistor level of service. It is up 20 percent
over last year. This can be attributed to the implementation of new telephone lines, less
complicated scripts and lower demand. Time spent waiting improved substantially. Average
wait time is down 26% from the previous year. For TY 2002, more than 46.7 million taxpayers
(36 percent) filed electronically — a 16.4% rise from last year. Much of this surge can be
attributed to the Free File program that will help the IRS to reach the Restructuring & Reform
Act of 1998

(RRA 98) mandated goal of 80% of individual returns filed electronically by 2007.

The credibility of the Service’s internal financial condition has again been validated by the
“unqualified” audit opinion from the General Accounting Office’s (GAO) recently completed audit
of our 2002-03 financial statements. This is the sixth consecutive year that the IRS has
produced combined financial statements and the third consecutive year they have been issued
by November 15th. Taxpayers can be confident that the IRS is held to formal accounting
standards and is audited in a manner similar to those performed in the private sector.

Mission
It is a new era for the IRS. The IRS Restructuring and Reform Act of 1998 (RRA 98) gave us a
clear mandate — do a better job in meeting the needs of taxpayers and in collecting the taxes.

Our mission statement expresses that sentiment:

Provide America’s taxpayers top-quality service by helping them understand and meet their
tax responsibilities and by applying the tax law with integrity and fairness to all.
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This mission statement describes our role, as well as the public’s expectation regarding how we
should perform that role. In the United States, the Congress passes tax laws and requires
taxpayers to comply with them. The taxpayers’ role is to understand and meet their tax
obligations and the majority does, since roughly 98% of the taxes collected are paid without
active intervention by the IRS. Our role is to help the taxpayers who are willing to comply with
the tax law, while assuring that the minority who are unwilling to voluntarily comply will not
burden their fellow taxpayers. We recognize that we must meet the highest standards in
performing this role. All of our services should be viewed by the people who receive them as
comparable to the best service they receive elsewhere.

Although we recently marked the fifth anniversary of RRA 98, the IRS has not realized all of the
benefits of this landmark legislation. To fully realize its benefits, the Agency must continue its
focus on three key areas: (1) The reorganization already underway to improve customer
service, (2) the information technology modernization program, and (3) strengthening the
integrity of our Nation’s tax system through enhanced enforcement activities.

To this end, we will continue to pursue:

e Top-quality Service to Each Taxpayer in Every Transaction

e Top-quality Service to All Taxpayers through Fair and Uniform Application of the
Tax Law

e Productivity through a Quality Work Environment

As progress continues to be made on these three fronts, we move closer toward achieving our
mission and meeting the public’s expectations. We have developed specific objectives that
represent what we are striving to achieve and how we will judge our success, both qualitatively
and quantitatively.

We succeed only if we achieve a high level of performance on all three fronts. We cannot be
successful if we collect taxes but do not provide top-quality service to each taxpayer or neglect
taxpayer rights. Equally, we cannot be successful if we provide good service but allow
compliance to decline and, thereby, fail to collect taxes. Finally, we can only achieve these
service goals by increasing productivity and effectively utilizing the skills of our workforce. Since
resources are limited, we must use them wisely to productively accomplish our mission.

Organization

In conformance with the provisions of RRA 98, we designed and made substantial progress in
implementing a new modernized organizational structure. It closely resembles the private
sector model of organizing around customers with similar needs.

The IRS created four customer-focused operating divisions (ODs) to best serve taxpayers:
Wage and Investment; Small Business and Self-Employed; Large and Mid-Sized Business; and
Tax Exempt and Government Entities. There are also a number of functional units, including
Appeals, the Taxpayer Advocate Service, Chief Financial Office, Criminal Investigation, Equal
Employment Opportunity and Diversity, and Communications and Liaison. In addition, Chief
Counsel established a senior attorney as the Division Counsel for each of the operating
divisions.
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Internally, the Modernization and Information Technology Services organization and the
Agency-Wide Shared Services units provide information technology and administrative support,
respectively, to all divisions.

The modernized organization focuses on providing services to each set of taxpayers in three
key program areas: pre-filing, filing and post-filing. To succeed individually and collectively, all
programs and organizational units must deliver top-quality services to taxpayers through these
programs.

In concert with the provisions of RRA 98, Commissioner Everson, in his first message to all
employees of the Internal Revenue Service upon taking his oath of office, emphasized the need
to continue the reorganization of the IRS in order to continue to improve customer service and
increase enforcement. As part of this endeavor, he created two new Deputy Commissioner
positions. Each Deputy focuses on the needs of his respective functions and ultimately their
customers. The four primary operating divisions and Criminal Investigation report to the Deputy
Commissioner for Services and Enforcement. The Deputy Commissioner for Operations and
Support supervises the Chief Financial Officer, the Chief Information Officer, the Chief, Mission
Assurance, the Chief Human Capital Officer and the Chief, Agency-Wide Services.
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The following functional units report directly to the IRS Commissioner:

National Headquarters (NHQ) includes the Office of the Commissioner, Deputy
Commissioners, Chief Counsel, Chief Appeals, National Taxpayer Advocate, Counselor to the
Commissioner, Chief, EEO and Diversity, Director, Research & Analysis and Chief,
Communications and Liaison. Other functions include the Competitive Sourcing Program,
Office of Tax Administration Coordination, and the Commissioner's Complaint Processing and
Analysis Group. This organizational unit sets policies and goals, provides leadership and
direction for the Internal Revenue Service, provides Servicewide policy guidance for conducting
analysis of programs and investments to support strategic decision-making required to fulfill the
IRS’ mission in administering the nation’s tax laws. The customer base for National
Headquarters includes all employees, all executives and managers, taxpayers, oversight and
regulating groups, and Congress and other Government agencies.

The Chief Counsel’s principal customer base consists of the IRS Commissioner, the Operating
Divisions, and the functional units of the IRS, as well as the General Counsel and Tax
Legislative Counsel at Treasury. Chief Counsel provides impartial interpretation of the internal
revenue laws and legal advice and representation for the IRS. The Chief Counsel has
established a senior legal executive as the Division Counsel for each operating division to
participate fully in the plans and activities of the operating division’s management and to provide
legal advice and representation.

The Appeals organization resolves tax controversies without litigation on a basis that is fair and
impartial to both the Government and the taxpayer. Appeals provides an independent channel
for taxpayers who have a dispute over a recommended enforcement action.

The Taxpayer Advocate Service (TAS) exists to help taxpayers resolve problems that have
not been resolved through normal IRS channels. TAS is an independent program headed by
the National Taxpayer Advocate. Each state and IRS Service Center has at least one local
Taxpayer Advocate who is independent of the local IRS office and reports directly to the
National Taxpayer Advocate. Operating Division Taxpayer Advocates work directly with
operating divisions to identify and recommend solutions to systemic problems.

Communication and Liaison (C&L) is a functional business unit which partners with the
operating and functional divisions to support IRS business objectives and communications goals
and ensures cross-divisional coordination. It also partners with their external customers to
ensure that two-way communications exist between IRS, its employees and various stakeholder
groups. C&L manages relationships with the media, Congress, state and local governments,
and other external stakeholders.

The following operational/functional units report to the Deputy Commissioner for Services
and Enforcement:

The Wage and Investment Division (W&I) serves individual and joint filers with wage and
investment income only, almost all of which is reported by third parties. Most of these taxpayers
deal with the IRS only once a year, when filing their returns, and most receive refunds.
Compliance issues are limited, concentrated on dependent exemptions, credits, filing status,
and deductions.
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Through its field organization, W&I provides information, support and assistance to taxpayers in
fulfilling their tax obligations. It also conducts processing, account management, and
compliance services through seven campus locations.

The Small Business and Self-Employed Division (SB/SE) serves fully or partially self-
employed individuals and small businesses. Since business income and a range of taxes are
involved, compliance issues can be complex. The possibility for errors in collection and
compliance are greatest in this group and consequently, this group has considerably more
frequent dealings with IRS compliance functions. SB/SE has a compliance field organization
that includes both examination and collection. Processing, account management, compliance
services, and education and outreach are provided at two campuses.

The Large and Mid-Size Business Division (LMSB) serves corporations with assets of more
than $10 million. While collection issues are rare, many complex issues such as tax law
interpretation, accounting, and regulation, many with international dimensions, frequently arise.
LMSB is predominantly a field organization that is structured into five industry groups:
Communications, Technology and Media; Financial Services; Heavy Manufacturing and
Transportation; Natural Resources and Construction; and Retailers, Food, Pharmaceuticals and
Healthcare.

The Tax Exempt and Government Entities Division (TE/GE) serves a wide range of
customers including small local community organizations, municipalities, major universities,
pension funds, state governments, Indian tribal governments and tax exempt bond issuers.
TEGE is charged with administering detailed and complex provisions of law. lIts efforts are
generally not intended to raise money, but rather to ensure that these entities stay within the
policy guidelines that enable them to maintain their tax-exempt status.

The Criminal Investigation (Cl) unit enforces the criminal provisions of the Internal Revenue
Code. ClI operates through a structure of 35 field offices under the supervision of Special
Agents in Charge (SACs). The SACs report to Headquarters through six Directors of Field
Operations located in key cities across the country. Cl supports the strategies of the four
operating divisions to enhance tax administration and foster voluntary compliance.

The Office of Professional Responsibility fosters excellence in tax professional services to
taxpayers by setting, communicating, and enforcing standards of competence, integrity, and
conduct.

The following functional units report to the Deputy Commissioner for Operations Support:

The Modernization, Information Technology and Security Services (MITS) organization
provides leadership in the delivery of information technology solutions that anticipate and meet
enterprise-wide needs by empowering employees to deliver customer-centered, value-creating
systems, products, services, and support. MITS is the principal source of advice to the Deputy
Commissioner for Operations Support on strategic technology planning, data administration,
technology standards and privacy assurance, and telecommunications.
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The Agency-Wide Shared Services (AWSS) organization provides the expertise and advice
necessary to deliver shared services throughout the IRS. These services include: space
management and acquisition, acquisition planning services, labor relations, employee resource
center and various other aspects of personnel including pre-complaint processing & prevention,
and alternative dispute resolution.

The Human Capital organization ensures that the IRS workforce is up to the challenges of the
21% Century by attracting, motivating, and retaining the best possible workers to do the best job
possible.

The Chief Financial Officer organization is responsible for the acquisition, planning, control
and management of all Service financial resources, including administrative and revenue
accounting. Organizational effectiveness is also part of the Chief Financial Officer organization.

The Mission Assurance organization is responsible for the continuity of tax administration and
the safety of IRS personnel in case of any emergency.

II. Performance Goals and Results

The IRS uses performance measures to determine its effectiveness in meeting the three IRS
strategic goals. The FY 2003 performance information that follows is organized by the main
objectives within each strategic goal.

Strategic Goal 1: Top-quality service to each taxpayer in every interaction

Main Objectives:

= Make filing easier

= Provide top-quality service to taxpayers needing help with their returns or accounts

= Provide prompt, professional, helpful treatment to taxpayers in cases where additional taxes
may be due

Whenever the IRS deals with a taxpayer, we strive to provide prompt service. The measure of
our success in this goal is whether taxpayers believe we are meeting their expectations and
how well we help them understand and meet their tax obligations.

Major Results and Accomplishments

Make Filing Easier

a. Results Summary

e The economic downturn caused the number of individual tax returns filed for calendar year
2003 to drop from prior year levels. This is only the third time in the past 30 years that the
number of individual tax returns dropped in consecutive years. As of August 31, 2003, total
tax return receipts exceeded 130 million, which is comparable to the receipts last year at this
time.
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e The Electronic Tax Administration (ETA) employed various marketing strategies, including
the Free File initiative, to target taxpayer and preparer segments in an effort to increase the
number of electronically filed returns. The results of these initiatives are impressive.

» More than 400 million information returns were filed electronically.

> Receipts of electronically filed (e-filed) returns for the current year increased by 12.8%
compared to levels received over the same period last year. The IRS received nearly 53
million individual (e-filed) returns through the end of August 2003.

» Receipts of paper 1040 returns for the current year decreased 7.9% compared to levels
received over the same period last year.

» As of September 30, 2003, over 2.79 million e-filed returns were received through Free
File Alliance members. This figure represents 23% of all online returns and 5% of all
e-file returns received by the IRS.

» On-line filing increased 27% over last year’s levels, from 9.4 million in 2002 to 11.9
million this year.

» Through September 2003, over 5.4 million business returns were filed electronically.

This represents an increase of 1.3 million for the same period last year.

E-filed individual returns with Schedules C, E, F and Form 2106 increased 1.9 million

over the same period last year.

v

b. Improved Electronic Payment/Filing Options

e Electronic payments increased by 1.4 million with more than 270,000 new Electronic
Federal Tax Payment System (EFTPS) enroliments.

e Through September 30, 2003, over 66 million Federal Tax Deposit payments were received
electronically.

e Launched Extensible Markup Language (XML) version of Employment Tax e-file.

e Electronic Return Originators (ERO) now have the ability to offer employment tax filing for
their clients.

e Credit card and debit card options were expanded to include the payment of delinquent
taxes (individual), installment agreements, and extensions.

c. E-Submissions Marketing

e Launched an e-file advertising campaign including electronic and print media. E-file
materials were sent to over 30,000 tax professionals.

e Tax Specialists contacted the top 20% of tax practitioners (15,446) with high volume paper
filing to promote e-filing.

d. Pre-Filing Services

e Created a Media and Publications (M&P) to provide enhanced customer service to internal
and external customers.

e Coordinated with the Armed Forces Tax Council and individual armed service branches to
deliver timely information regarding the impact of the Earned Income Tax Credit (EITC) law
change on military personnel and their families. Approximately 400,000 additional enlisted
military personnel became potentially eligible for claiming EITC.
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¢ Developed several databases to tailor education and outreach programs by identifying
specific taxpayer issues, targeting local communities for outreach, and measuring program
impact at the local level. These databases include Tax Years 2000 and 2001 tax return
information and Tax Years 2001 and 2002 EITC claimant data, including math error
information. All of these databases drill down to the zip code level.

e Used the U.S. Census data for 1990 — 2000 and the Limited English Proficient Study to
identify issues, markets, and potential outreach areas for increased EITC penetration.

e Publication 15-T, Public Law 108-27, “Jobs Growth Tax Relief Reconciliation Act of 2003,
which contains reduced Federal tax withholding rates, was signed into law on May 28, 2003.
Notice 1036, “Early Release Copies of New Income Tax Withholding Tables” and
Publication 15-T were disseminated on May 28th and June 7th, 2003 respectively, which
coincided with the signing of the bill into law.

e Through July 2003, assisted approximately 56.9 million taxpayers with filing for the Earned
Income Tax Credit (EITC).

¢ More than 35 million taxpayers received assistance through non-media outreach activities
(e.g. tax workshops, seminars, assistance centers). The number of taxpayers receiving
assistance increases to over 140 million when including media outreach (e.g. newspaper,
television, etc.).

e. Burden Reduction

e A *“zero-based’ accounting approach to forms redesign has been adopted and now every
line of a form is reviewed to determine its utility. Form 941 is undergoing a line-by-line
analysis to delete unnecessary lines. The Form K-1 vision draft and instructions have been
revised to become more taxpayer-friendly. These revisions also reduced data entry
keystrokes, resulting in fewer clerical errors and positioning the organization for future bar
coding.

e The Industry Issue Resolution Program proposal on the “Substantiation of the Amount of
Expenses for Meals Furnished by Child Care Providers” was approved. Family day care
providers may now elect to use a standardized rate to claim the deductions for meals
provided to children instead of keeping detailed records and receipts of food purchased for
use in their business. This change will save day care providers approximately 10 million
hours a year.

e Media and Publication’s Area Distribution Centers netted a 15% savings as a result of
partnering efforts between Flat Mail Vendors and the United States Postal Service that
streamlined processing. To date, flat mail vendors processed a total of 4.3 million mail
pieces for a total savings over first class postage of $1.4 million.
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Provide top-quality service to taxpayers needing help with their returns or accounts

a. Results Summary

e Toll free customer satisfaction was 95 percent.

e The toll free Customer Service Representative (CSR) Level of Service (LOS) at 80% has
exceeded plan by 8%. Reduced customer wait times and handle times contributed to
the increased LOS.

e Practitioner Priority Services (PPS) CSR LOS (at 86%) also exceeded the fiscal plan
through July 2003. Enhanced call routing to the next available agent, versus geographic
routing, contributed to this improved LOS. PPS decreased the wait time to speak to a
representative by over 150 seconds per call, directly addressing a concern identified
through recent customer satisfaction surveys.

e Through September 2003, EIN (Employer Identification Number) LOS had improved 23
percentage points from the same period last year.

e The cumulative “refund timeliness rate” through June 2003 was 98.8%. A proactive
approach to inventory management resulted in improvement over the previous fiscal
year’s performance.

e The advanced payment of the child tax credit was successfully implemented, which
required the issuance of Advance Child Tax Credit (ACTC) payments and associated
notices to more than 26 million taxpayers who claimed the Child Tax Credit on their 2002
income tax return. Taxpayers were also provided with easy access on the status of their
checks through the Internet or by calling the IRS directly.

e Enhanced functionality of IRS Web Site

» As of July 27, 2003, IRS websites had 4.36 billion accesses and 560 million
downloads, which was higher than FY 2002 levels by 40% and 28%, respectively.

» Through July 26, 2003, 16.8 million taxpayers accessed the new “Where’s My
Refund?” application on the IRS web site. Seventy percent, or 11.8 million of these
taxpayers, successfully completed and received refund information.

» The new Internet Refund or “Where’s My Advance Child Tax Credit (ACTC)”, on the
IRS web site was accessed 3.4 million times with 2.9 million successful completions
for an 84% success rate.

» In April 2003, Phase | of the Internet-EIN project (a web based front-end application
process) was implemented.

b. Improvements in Telephone Service

e More callers got to properly-trained CSRs quicker, as evidenced by lower transfer rates,
lower Average Speed of Answer (ASA), and lower abandon rates. Customers waiting
less time to speak to assistors resulted in fewer repeat calls, lower total call attempts,
and reduced demand. as evidenced by unique caller demand decreasing from 53.8
million for FY 2002 to 50.8 million for 2003.

e Access to toll-free telephone lines in FY 2003 improved over FY 2002 levels.

As of September 30, 2003, the CSRs LOS was 80%, an 18-percentage point increase
over the same period last year. On average, taxpayers waited 100 seconds less to
speak to an assistor this fiscal year as compared to last year.
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e Through September 30, 2003, telephone assistors answered nearly 33 million calls on
the Customer Account Services (CAS) toll-free product lines.

e Through September 2003, taxpayers made over 6 million call attempts on the new
Advance Child Tax Credit (ACTC) product line 800-829-0105.

e The “IRS Toll-Free Vision and Marketing Strategy” implemented six new dialed numbers
designed to improve customer experience and ensure callers are directed to the
appropriate resource through the use of scripts tailored to each dialed number. Each of
the new numbers is designed for use by a specific segment of callers. These changes
are part of a new toll-free strategy to improve customer service by targeting customer
segments and creating more accountability.

¢ IRS implemented Customer Contact Center Optimization (CCCO), designed to support
increased site specialization and ensure callers reach an assistor with the appropriate
skill to assist them. This process enhances customer service by readily responding to
changing conditions in telephone workload as well as improve quality and productivity.

e The “Screener Strategy,” which sends tax law calls to a live screener for issue
identification and transfer to the appropriate application, was implemented on October 1,
2002. This replaced screening for Tax Law calls at the network level.

e InJanuary 2003, SB/SE and W&l began offering separate division-specific toll-free
telephone lines, significantly reducing caller wait time for the SB/SE Business and
Specialty Tax, BMF Customer Response and IMF Customer Response.

e SBJ/SE centralized EIN processing to three campus locations and implemented EIN toll-
free telephone operations.

Provide prompt, professional, helpful treatment to taxpayers in cases where additional taxes
may be due

a. Results Summary

e Through the end FY 2003, Field Collection, Field Examination and Service Center Exam
customer satisfaction scores exceeded the fiscal year targets.

e Through September 2003, the Offer In Compromise (OIC) overage indicator (percent of
OIC cases disposed of in 6 months or less) has improved by nearly 19 percentage points
over the same period last year. In addition, over 56% of these cases were closed in under
6 months.

o Automated Underreporter implemented additional systems capacity and eliminated
approximately one million busy and abandoned calls. Exam expanded telephone services
to more than 500,000 taxpayers through cold call units and automated scripts.

b. Enhanced Customer Service

e Field and Office Reengineering implemented changes to improve pre-audit planning,
achieve a uniform, structured approach to audits, and enhance taxpayer communication.

e Compliance delivered over 740,000 training hours and implemented the “My Opinion
Counts Council” in ACS, ACS Support, and CSCO.

e Compliance improved its responsiveness to taxpayer needs and timely processed
756,000 pre-assessed installment agreements, a 40% increase over FY 2002. The
“Notice of Intent to Levy” was revised to clarify the actions required by taxpayers in order
to avoid enforcement actions.
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e Revisions were made to simplify and clarify Exam’s first notice. Beginning
January 1, 2003, on refund returns with Earned Income Tax Credit EITC, refunds are
frozen only to extent of EITC credit, not the entire refund.

e Compliance implemented “Decision Installment Agreement” to improve quality and
completeness of information provided to taxpayers related to installment agreements.

Balanced Measures

| A. Employee Plans and Exempt Organization (EP/EO) Determination Letters

Description: Cases established and closed on the Tax Exempt/Government Entities
Determination System. This measure is an indication of the volume of activity in Employee
Plans and Exempt Organizations. Determinations are taxpayer-initiated requests for specific
rulings or approvals with respect to an Employee Plan or Exempt Organization issue. This
measure reports a consolidated total of Employee Plan Determination Letters combined with
Exempt Organization Determination Letters.

FY 2003 Performance: The goal was missed because fewer receipts were received in IRS than
expected, and were made up primarily of more complex cases (individually designed retirement
plans) that take longer to process.

EP/EO Determination Letters

FY2003
FY2001 | FY2002 Plan Actual

109,326 | 129,680 | 189,100 | 171,812

Future Plans: IRS will continue to respond to inventory complexity challenges through the
following improvement projects: roll out Agent Work Center/2002 to Examination agents;
migrate the Returns Inventory & Classification System (RICS) to a DB2 Platform; redesign the
EP/EO Determination Letter System; refine controls for Government Entity cases; provide
access to Form 5500 pension plan returns filed with Department of Labor (DOL); and integrate
stand-alone information systems into the modernized Agent Work center.

B. Total Published Guidance Items Published

Description: Published Guidance consists of regulations and other guidance issued by the IRS
and Treasury to interpret and explain the Internal Revenue Code. Published Guidance provides
taxpayers with additional guidance and provides IRS agents guidance in resolving difficult
technical questions. These items include Actions on Decisions; Notices/Announcements;
Published Guidance Proposals and Studies; Technical Advice Memoranda; Regulations;
Revenue Rulings; and Revenue Rulings published.
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FY 2003 Performance: Counsel’s emphasis on issuing Public Guidance over private
guidance is achieving the desired effect as evidenced by a 36% performance increase
over FY 2002. Counsel continues to work with IRS Operating Divisions and Treasury to
identify and address emerging issues through published guidance. The number of
qualified professionals working on Published Guidance increased significantly this year,
allowing for the production of more published guidance and ensuring timely completion of
Business Plan projects.

Total Published Guidance Items Published

FY2003
FY2001 |FY2002 Ban Actual

225 242 330 332

Future Plans: Internal resources will continue to be realigned to accommodate increased
demand from the IRS and the public for Published Guidance in FY 2004. Counsel will continue
to work with IRS Operating Divisions and Treasury to identify and address emerging issues
through Published Guidance and integrate efforts directed to the Published Guidance program
with the IRS Operating Divisions. The Published Guidance process will continue to be
assessed to ensure efficiency, productivity and responsiveness to both clients and taxpayers.

C. Percent Individual Returns Filed Electronically

Description: The number of electronically filed individual tax returns divided by the total number
of individual returns filed. Includes all returns where electronic filing is permitted (Practitioner
e-file, TeleFile, VITA [Volunteer Income Tax Assistance], On-line Filing, Federal/State returns,
etc.)

FY 2003 Performance: The percentage comparison is a ratio of electronically filed returns to
total filed returns. Since total volumes are lower for each category and since paper receipts are
closer to initial plan than electronically filed returns have been, the percentage mathematically is
lower than the initial plan.

Percent Individual Returns Filed Electronically

FY2003
FY2001 | FY2002 Plan Actual

31% 36% 41% 40%

Future Plans: Electronic Tax Administration (ETA) has developed a number of
recommendations for the Free File Alliance to consider for improving next year’s release of the
Free File Program. ETA is researching the availability of Free File products in Spanish and also
reviewing opportunities to ensure Section 508 compliance issues (accessibility) are met.
Targeted marketing programs designed to increase the percentage of IMF e-filed returns will
continue in FY 2004, and will include a tiered marketing campaign of direct outreach visits,
phone calls, and direct mail.
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| D. Electronic Federal Tax Payments System

Description: All individual and business tax type payments made directly through the Electronic
Federal Tax Payment System through IRS e-file, directly through payroll service providers, or
through credit card processors.

FY 2003 Performance: Electronic payments increased by over 1.2 million with more than
270,000 new enroliments. Through August 34% of all Federal Tax Deposit payments were
received electronically. The XML version of Employment Tax e-file was launched enabling
Electronic Return Originators to have the ability to offer employment tax filing for their clients.
Credit card payment options are now extended to payment of delinquent taxes, including
installment agreements. A nationwide virtual E-Submissions team was established, with
representatives from IRS headquarters and the field to develop and implement a marketing
strategy to increase electronic payments. This included marketing the benefits of the Electronic
Federal Tax Payment System (EFTPS) during practitioner contacts. IRS also developed and
implemented a nationwide marketing strategy toward financial institutions, which included cost
effective methods to be used by these financial institutions in marketing EFTPS to their
customers.

IRS partnered with banking associations at the local and national levels to educate their
members on the benefits of EFTPS. Additional guidance on the benefits of EFTPS was
provided to employees who have customer facing roles. These efforts have been successful,
as payments have increased by over 1.2 million over FY 2002.

Electronic Federal Tax Payments (000)

FY2003
FY2001 | FY2002 Plan Actual

64,366 | 66,029 | 66,200 | 67,289

Future Plans: Taxpayer Education and Communication (TEC) will continue to influence
behavior through practitioner and financial institutions contacts throughout FY 2004. The IRS
will increase its outreach to include marketing EFTPS to individuals filing estimated tax
payments and continue outreach to practitioners through the nationwide tax forums.

E. Toll-Free Customer Satisfaction

Description: Represents the customers’ overall level of satisfaction with the services provided
by the IRS Toll-Free program. Survey recipients are asked to rate IRS performance on a five-
point scale, where a score of 1 or 2 indicates Dissatisfied and 4 or 5 indicates Satisfied.
Although not affecting the statistical validity of the survey, the following are limitations of the
survey: only customers calling one of the IRS toll-free telephone numbers are included in the
sample; calls are selected based on a sampling pattern that includes variables for the hour of
day, day of week, and time of year; and customers calling when IRS monitors are not available
(Saturday, Sunday and some evening hours) are excluded from the survey.
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FY 2003 Performance: Customer Satisfaction survey questions were enhanced and the survey
scale was adjusted from a 4-point to a 5-point scale. Prior to FY 2003, satisfaction was defined
as the percent of customers providing a rating of “4” and dissatisfaction was defined as the
percent of customers rating a “1”. Targets were set using these definitions. In FY 2003, with
the change to the 5 point scale, the definition of satisfaction changed to the percent of 4’s and
5's and targets were revised to reflect this change. Thus, what appears to be a big change in
customer satisfaction is primarily a result of the scale change and the definition change.
Through July 2003, the toll-free Customer Service Representative Level of Service (LOS) at
84% combined with reduced customer wait times and handle times contributed to the increased
level of customer satisfaction.

Toll-Free Customer Satisfaction Percentage Satisfied

FY2003
FY2001 | FY2002 Plan Actual

59% 56% 56%* 95%

* Adjusted plan number for scale change: 93%

Future Plans: The two areas for top-priority improvement efforts are the automated answering
system and ease of getting through by phone.

To increase accessibility to assistors, IRS is making changes in the routing of calls and scripting
of telephone systems. IRS will implement recommendations from the Customer Contact
Engineering Study group’s plan to optimize the use of outward facing Toll-Free numbers by
configuring these numbers to relate directly to taxpayers’ inquiries.

F. Toll-Free Customer Service Representative (CSR) Level of Service

Description: Reported as a percentage, the relative success rate of taxpayers calling for
assistance and seeking services from a Customer Service Representative (CSR). Factors used
to arrive at the level of service include: callers selecting an automated application; callers
receiving a busy signal; or callers abandoning while in queue waiting for an assistor.

FY 2003 Performance: The increase in level of service is due to a variety of factors, including
more callers getting to properly trained CSRs quicker. Callers waiting less time to speak to
assistors resulted in fewer repeat callers, lower total call attempts, and reduced demand. Many
of these improvements can be attributed to Workload Realignment and the Tax Law Screener
Strategy initiatives focused on delivering the call to the appropriate agent group for response. In
January 2003, SB/SE and W&l began offering separate division-specific toll-free telephone
lines, significantly reducing the menu size that callers encounter. These new phone lines
included the SB/SE Business & Specialty, BMF, Customer Response and IMF Customer
Response.
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Toll-Free Customer Service Representative (CSR) Level of Service

FY2003
FY2001 | FY2002 Plan Aciual

56% 68% 72% 80%

Future Plans: The accuracy of the original screening of taxpayer-initiated calls will be improved
by more specific direction and training of assistors who staff the phones. In addition, by revising
the routing structure, transfers to other applications based upon secondary issues will be
reduced. Anticipated targets for FY 2004 and FY 2005 will remain constant at 83%. IRS will
implement recommendations from the Customer Contact Center Optimization study, including a
call router to build a pyramid of specialization that will enable routing each customer to an
employee having the appropriate skill level to successfully address the customer’s issue. Once
implemented, IRS will utilize CSR call recording technology quality review, training and
evaluation.

G. Toll-Free Tax Law Quality

Description: The percentage of customers receiving accurate responses to their tax law
inquiries. This evaluates the customer (external), administrative (internal) and regulatory
accuracy of this service.

FY 2003 Performance: The goals for FY 2003 were set based on FY 2002 performance and
anticipated score increases due to the implementation of the new Embedded Quality (EQ)
process. The expected improvement from EQ was not realized, and IRS is conducting a root-
cause analysis to determine the reasons why the outcomes were not achieved.

Toll-Free Tax Law Quality

FY2003
FY2001 | FY2002 Blan Actual

75% 81% 86% 80%

Future Plans: The following actions will be taken to improve the accuracy percentage for FY
2004: delivery of application-specific training and subsequent proficiency certification; ongoing
research and analysis of quality data to identify improvement opportunities and initiatives;
implementation of Contact Recording to enhance the ability of management to gauge and
improve individual performance.

H. Toll-Free Account Quality

Description: The percentage of customers receiving accurate responses to their account
inquiries. This evaluates responses posed by internal and external customers.

FY 2003 Performance: The goals for FY 2003 were set based on FY 2002 performance and an
anticipated score increases due to the implementation of the new Embedded Quality (EQ)
process. The expected improvements from EQ were not realized, and IRS is conducting a root-
cause analysis to determine the reasons why the outcomes were not achieved.
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Toll-Free Account Quality

FY2003
FY2001 | FY2002 Blan Actual

69% 74% 7% 67%

Future Plans: The following actions will be taken to improve the accuracy percentage for FY
2004: delivery of application-specific training and subsequent proficiency certification; ongoing
research and analysis of quality data to identify improvement opportunities and initiatives;
implementation of Contact Recording to enhance the ability of management to gauge and
improve individual performance.

|. Customer Satisfaction Walk-In

Description: Represents the customers’ overall level of satisfaction with the services provided
by the IRS at its Taxpayer Assistance Centers (TACs). The scores represent the average
overall level of customer satisfaction (“Keystone” question) from the Customer Satisfaction
transactional surveys. Survey recipients are asked to rate IRS performance on a five-point
scale, where a score of 1 or 2 indicates Dissatisfied and 4 or 5 indicates Satisfied. A limitation
that may affect the validity of the data is the method in which the survey is conducted. The
results are based on comment cards that are voluntarily completed by customers who have
visited a Field Assistance office. Traditionally, comment cards are completed by customers who
are either very satisfied or very dissatisfied with the service received, with the majority of
comment cards being completed by customers who tend to be more satisfied. Therefore, the
results should be viewed in more of a qualitative, rather than a quantitative, sense.

FY 2003 Performance: Customer satisfaction was below the target because the service at the
Field Assistance (FA) offices for this period remains a key improvement factor in the taxpayer’s
eyes and survey results continue to indicate that customer wait time is highly correlated to their
overall satisfaction. Survey results are obtained through comment cards voluntarily completed
by customers, generally those who are either very satisfied or very dissatisfied with the service
received.

Customer Satisfaction Walk-In Percentage Satisfied

FY2003
FY2001 | FY2002 Plan Actual

90% 86% 88% 87%

Future Plans: For 2004, IRS FA offices will continue to implement the network of the Queuing
Management System (Q-Matic) to screen and categorize taxpayer needs.
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J. EP/EO Customer Satisfaction

Description: Customers’ overall level of satisfaction with the way their cases were handled by
the IRS Employee Plans and Exempt Organizations Examination programs. Scores represent
the average overall level of customer satisfaction from the Customer Satisfaction Transactional
Surveys. Survey recipients are asked to rate IRS performance on a seven-point scale, where 1
indicates Very Dissatisfied and 7 indicates Very Satisfied.

FY 2003 Performance: Overall customer satisfaction in both EP and EO continues to improve.
In EO, the increased use of limited-scope audits, which take less time to complete and are less
burdensome for customers, has had a positive effect on the two lowest areas of customer
satisfaction: Length of Process and Time Spent on Audit. EP has experienced significant
improvements in Fairness of Treatment and is actively addressing high-priority customer
satisfaction issues like Explanation of Process and Time Spent on Audlit.

EP/EO Customer Satisfaction Percentage Satisfied

FY2003
FY2001 | FY2002 Plan Actual

68% 70% 1% 72%

Future Plans: EO is identifying and addressing potential short-term revisions to the Form 990
that can be made to coincide with the implementation of electronic filing of this return in 2004.
EP is revising the initial appointment letter that explains why the taxpayer was selected for audit.
New enclosures will provide a simplified explanation of what to expect from the examination
process and of taxpayer rights. Other improvements will also reduce the amount of time
taxpayers spend preparing for audits by eliminating unnecessary requests for information.

K. Employee Plans (EP) /| Exempt Organizations (EO) Examination Quality

Description: Level of quality in the Employee Plans and Exempt Organizations examination
program as measured by the Tax Exempt Quality Measurement System (TEQMS). The quality
score is the average percentage of quality standards rated met (number of standards passed
divided by the number of standards rated for the reviewed cases).

FY 2003 Performance: TE/GE achieved impressive gains in examination quality this year,
exceeding its aggressive improvement goals. Improvements have been made by providing
focused instruction and guidance to employees regarding the particular quality standards with
the lowest pass rates, while maintaining managerial performance commitments to TEQMS.

EP/EO Examination Quality

FY2003
FY2001 | FY2002 Plan Actual

73% 75% 79% 82%
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Future Plans: In FY 2004, the use of dedicated determination groups in both EP and EO will
promote consistency and quality by removing determination work from the responsibilities of
both Examination agents and managers. In addition, EP and EO will continue to analyze
standards with lower scores to identify areas in need of further clarification or training.

[ L. Telephone Customer Satisfaction — Automated Collection Sys em (ACS) |

Description: Represents the customer’s perception of IRS service received through contact with
employees in the Automated Collection System call centers. Limitations on survey respondents
not affecting the statistical validity are: ACS outgoing calls are not included in the survey due to
technological limitations, and customers calling when IRS monitors are not available (Saturday,
Sunday and some evening hours) are excluded from the survey. Customer satisfaction is
measured on a 4-point scale. 1 indicates Unsatisfied and 4 indicates Very Satisfied.

FY 2003 Performance: ACS Customer Satisfaction Survey changed from a 4-point scale to a 5-
point scale in January FY 2003. Prior to FY 2003, satisfaction was defined as the percent of
customers providing a rating of “4” and dissatisfaction was defined as percent of customers
rating a “1”. Targets were set using these definitions. In FY 2003, with the change to the 5
point scale, IRS also changed the definition of satisfaction and dissatisfaction to the percent of
4’s and 5's and the percent of 1’s and 2’s and revised the targets to reflect this change. Thus,
what appears to be a big change in customer satisfaction is primarily a result of the scale
change and the definition change. Through FY 2003, 91% of ACS customers were satisfied (a
rating of 4 or 5 on the 5-point scale). Customers were most satisfied with the following survey
areas: “Friendliness of the Representative” ; the “Representative’s Willingness to Help You with
Your Issue”; and the “Fairness of Treatment.” Telephone Customer Satisfaction was negatively
impacted in the factor, “difficulty in getting through to representatives by phone,” because of
higher than planned incoming call demand, which also negatively affected ACS Level of Service
(LOS). Customers report high degrees of satisfaction in the areas of courtesy, attitude and
professionalism.

Telephone Customer Satisfaction — ACS (5 pt. Scale) Percentage Satisfied
FY2003

FY2001 | FY2002 Plan Actual

56% 53% 45%* 91%

*Adjusted plan number for scale change: 91%

Future Plans: The ACS Reengineering Team will focus on analyzing the high number of
callbacks received in ACS, improving interactive scripts, balancing staffing to work
inventory/cases with telephone operations. A new SB/SE Customer Satisfaction Strategy will
focus on data received from the SB/SE customer base with emphasis on customers’ pre-
filing/filing experiences as well as those customers who have not had specific
interactions/transactions (i.e. audit or collection activity). This information will be utilized to
identify improvement opportunities with SB/SE taxpayers.
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| M. Automated Collection System — Telephone Level of Service

Description: The percentage of calls attempted by taxpayers compared to the number of calls
answered (calls which abandon while in queue for the next available assistor are not included in
the count of calls answered) in the Automated Collection System (ACS).

FY 2003 Performance: The target was missed due to an increasing number of calls not related
to a collection matter and therefore, not belonging to this specialized area. In addition, during
the filing season, service was further impacted by the re-assignment of collection specialized
representatives to assist in the customer service areas of tax law and accounts.

ACS - Telephone Level of Service

FY2003
FY2001 | FY2002 Plan Actual

78% 69% 74% 70%

Future Plans: In FY 2004, a small increase in resources and enhancements to the scheduling
process should contribute to an improved service level. In addition, a team has been
established to look at what drives telephone traffic and is expected to develop recommendations
related to call forecasting and suggest upgrades to the management tools designed to match
resources to call demand.

N. Customer Satisfaction — Collection Field |

Description: Customers’ overall level of satisfaction with the way their cases were handled by
the IRS Field Collection program. The following limitations are placed on the Collection sample:
only those customers who owe money to the IRS and have been referred to Collection are
sampled. Samples drawn from the Collection Quality Measurement System (CQMS) database
only include three types of closures: Currently Not Collectible/Hardship, Installment
Agreements, and Full Pays. The sample does not include: cases with no case history, cases for
customers the IRS cannot locate, cases where the statute has expired, bankruptcy cases,
deceased taxpayers, and defunct or insolvent corporations. For cases involving an Offer in
Compromise, only those offers that are accepted by the IRS are currently included. Customer
satisfaction is measured on a 7-point scale, where 1 indicates Very Unsatisfied and 7 indicates
Very Satisfied.

FY 2003 Performance: Customer satisfaction continued to improve. Results indicate that 60%
of collection customers were satisfied with the service they have received, exceeding the target.
IRS improved fairness in collection operations by modifying the Collection Due Process
program. Managerial involvement is now required before a case goes to Appeals, which helps
resolve more cases earlier and at lower cost to both taxpayers and the IRS. Program reviews
focused on appropriate case actions and quality reviews included effective case actions and
protection of taxpayer rights.
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Customer Satisfaction — Collection Field Percentage Satisfied

FY2003
FY2001 | FY2002 Blan Actual

53% 51% 50% 60%

Future Plans: IRS will continue to evaluate the impact of Collection Reengineering initiatives on
customer satisfaction. Recommendations from the Field Consultation Initiative pilot to improve
case quality and timeliness will be modified for potential nationwide implementation. The new
SB/SE Customer Satisfaction Strategy will focus on data received from the SB/SE customer
base with emphasis on customers’ pre-filing/filing experiences as well as those customers who
have not had specific interactions/transactions (i.e., audit or collection activity).

O. Field Collection Quality

Description: Score awarded to reviewed Collection cases by a third-party reviewer using the
Collection Quality Measurement System standards. Each standard, if met, has a value. Values
are totaled to arrive at the score, with deductions in the overall composite score for failure to
meet a standard designated as critical.

FY 2003 Performance: Quality scores remained at levels below target despite improved scores
in the following areas: clear action dates, no activity lapses over 75 days and timely follow-ups.
In addition, FY 2003 scores improved (over FY 2002 levels) due to increased engagement
between managers and revenue officers to facilitate timeliness and quality of case resolution.

Field Collection Quality
FY2003
FY2001 | FY2002 Plan Actual
84% 84% 87% 84%

Future Plans: In FY 2004 and beyond, IRS will continue to develop and implement
recommendations to improve case quality.

P. Automated Underreporter Quality

Description: Quality of all Automated Underreporter (AUR) account actions as a result of
taxpayer inquiries or internal requests. Quality of casework in the underreporter area is
measured on paper closed cases only.

FY 2003 Performance: Deficiencies include timeliness in meeting interim contact requirements

and the format of correspondence sent to taxpayers. The Embedded Quality initiative will
capture new data and plans are to replace this measure.
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Automated Underreporter Quality

FY2003
FY2001 | FY2002 Plan Actual

95% 94% 95% 91%

Future Plans: In FY 2004 IRS will continue to refine the process of identifying and selecting
workload using data analyses and additional business rule development with the ultimate goal
of removing the screen out cases (cases closed without sending notice to the taxpayer.)

| Q. Service Center Exam — Customer Satisfaction

Description: Customer’s overall level of satisfaction with the IRS Service Center Examination
process. The following limitations are placed on the service center examination sample: sole
proprietors and self-employed individuals and farmers, as well as individual shareholders and
partners examined as a result of a corporate audit are included in the sample; the sample
excludes businesses that file corporate and partnership returns, individuals who did not respond
to correspondence and audit appointment letters, individuals IRS cannot locate and individuals
with an international address. Customer satisfaction is measured on a 7-point scale, where 1
indicates Very Unsatisfied and 7 indicates Very Satisfied.

FY 2003 Performance: Customers are most satisfied with courtesy of IRS employees and
employees showing the right attitude, which has resulted in a 3 percentage point gain over the
prior year. Results also indicate that taxpayers are primarily dissatisfied with the length of the
audit process, length of time to get through by phone, and time spent on the correspondence
exam.

Service Center Exam — Customer Satisfaction Percentage Satisfied

FY2003
FY2001 | FY2002 Plan Actual

34% 33% 33% 36%

Future Plans: IRS will coordinate with Wage and Investment on the types of EITC audits that
will be conducted in the SB/SE centers, improving the workload selection, and reducing cycle
time. Hiring is also planned for FY 2004. The new SB/SE Customer Satisfaction Strategy will
focus on data received from the SB/SE customer base with emphasis on customers’ pre-
filing/filing experiences as well as those customers who have not had specific interactions/
transactions (i.e. audit or collection activity). This information will be utilized to identify
improvement opportunities with SB/SE taxpayers. IRS will embed quality into Service Center
Compliance programs, providing a higher-quality experience for taxpayers and engaging
managers in the delivery of services. Identifying customer service trends and issues earlier will
allow IRS to react to customer needs more rapidly, increasing customer satisfaction.
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| R. Service Center Examination Quality

Description: Correspondence Exam Case Quality measures the case accuracy of
correspondence exam paper closures. Each site’s quality reviewer reviews a sample of cases
and writes a review record for each case.

FY 2003 Performance: The quality score has met the planned target of 73%. During FY 2003,
the Embedded Quality (EQ) initiative was implemented in campus operations. The resulting
data will be utilized as a baseline to establish targets for future fiscal years. The primary focus
of early quality efforts this year was on implementing the new quality review system and
establishing consistency between sites and managers for the new Data Collection Instrument
(DCI). As the focus shifted to resolving recurring error, the rates for both the customer and the
pass/fail measures trended up.

Service Center Examination Quality

FY2003
FY2001 | FY2002 Blan Actual

71% 71% 73% 73%

Future Plans: For FY 2004 and beyond, EQ will be implemented in all locations and the IRS will
evaluate and monitor the results to identify improvement opportunities.

S. Examination — Customer Satisfaction

Description: Represents the level of satisfaction customers receive from interactions with IRS
Field Examination employees. Scores represent the average overall level of customer
satisfaction from the Customer Satisfaction Transactional Surveys. Survey recipients are asked
to rate IRS performance on a seven-point scale, where 1 indicates Very Dissatisfied and 7
indicates Very Satisfied. A limitation on survey data not affecting the statistical validity in the
survey population is based solely on the audit closures of individual taxpayers and does not
include Examination contacts with individuals that did not result in an audit closure.

FY 2003 Performance: The year ended with results showing that 63% of Examination
customers were satisfied and 23% were dissatisfied. Customer satisfaction scores have
steadily improved. Improvement opportunities exist in 1) Fairness of Treatment, 2) Explanation
of Adjustments and Time Spent on the Examination.

Field Examination Reengineering initiative was piloted to test a uniformed, structured approach
to conducting audits. Facets of the initiative included a revamped pre-audit process and
standardized workpapers. Several recommendations were made to implement the new audit
processes nationwide. The highest satisfaction was by taxpayers whose cases were handled
by a tax professional and/or whose examinations had a relatively short cycle time. Further
reducing cycle time offers the greatest improvement opportunity. The hiring of additional
resources in FY 2001 and resultant productivity gains, particularly in working through the case
backlog (reducing overall cycle time), was a significant contribution to the improvement in the
score over the FY 2002 level and exceeding the FY 2003 target.
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Examination Customer Satisfaction Percentage Satisfied

FY2003
FY2001 | FY2002 Blan Actual

47% 47% 52% 63%

Future Plans: IRS will continue to monitor and evaluate the impact of Field Examination
Reengineering initiatives on customer satisfaction. Recommendations from the pilot are being
modified and nationwide implementation is scheduled for FY 2004. The new Small Business
Self Employed Division (SB/SE) Customer Satisfaction Strategy will focus on data received from
the SB/SE customer base with emphasis on customers’ pre-filing/filing experiences as well as
those customers who have not had specific interactions/transactions (i.e. audit or collection
activity). This information will be utilized to identify improvement opportunities with SB/SE
taxpayers. IRS will continue to fulfill the vision of the Examination Re-engineering project, to
make the Examination process easier and faster for taxpayers, minimizing the accrual of
interest on additional assessments, while ensuring consistency and fairness.

T. Examination — Case Quality Score

Description: The score awarded to a reviewed Field Examination case by a Quality Reviewer
using the Examination Quality Measurement System quality standards.

FY 2003 Performance: Despite continued improvements in examination quality, year-end
performance is slightly below the planned target. Areas contributing to shortfall include a lack of
embedded quality in Field Examination Operations and the need to further monitor the impact of
Examination Reengineering Initiatives on case quality.

Examination Case Quality Score

FY2003
FY2001 | FY2002 Blan Actual

70% 71% 77% 76%

Future Plans: In FY 2004 embedded quality will be implemented for field exam, providing the
IRS with better tools to manage errors in the field.

U. Taxpayer Advocate Casework Quality Index

Description: Measure of effectiveness in meeting customer expectations based on a random
sample of cases reviewed and scored against customer service standards of timeliness,
accuracy, and communication.

FY 2003 Performance: Despite an improvement of 10 percentage points over the
FY 2001-2002 levels, and the goal was not met due to inconsistency in addressing taxpayer
issues and customer education.
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Taxpayer Advocate Casework Quality Index

FY2001 FY2002 FY2003 -
Plan Estimate
72% 79% 90% 84%

Future Plans: FY 2004 activities include validation of TAS’ ability to take consistent and
appropriate efforts to address taxpayer related issues and effectively educate its customers, and
a re-evaluation of quality standards to ensure they match customer service standards
developed using customer satisfaction survey data.

Strategic Goal 2: Top-quality service to all taxpayers through fair and uniform
application of the law.

Main Objectives:
= Increase overall compliance.
= Increase fairness of compliance.

America’s tax system depends on each person who is voluntarily meeting his or her tax
obligations having confidence that his or her neighbor or competitor is also complying.
Taxpayers who do not comply cannot be allowed to burden those who do.

Major Results and Accomplishments

Increase Overall Compliance

a. Results Summary

e ACS closed more than 1.1 million Taxpayer Delinquent Accounts (TDAs), a 22%
increase over TDAs closed in FY 2002 and a 10.4% increase over the FY 2003 target.

e ACS closed 197,517 Taxpayer Delinquency Investigations (TDIs), this is 4% lower than
the previous year.

e ACS dollars collected reached almost $1 billion by September 30, 2003, a 28% increase
over the same period last year.

e Through the use of the predictive dialer, ACS attempted over 1.7 million outbound calls.

e Automated Substitute For Return (ASFR) closed 67,000 TDls (universal access).

e ACS reduced its priority inventories to be one percent to five percent current compared
to 11% to 68% current at the end of FY 2002.

e W&l Compliance secured almost 560,000 delinquent returns in FY 2003, a 21% increase
over FY 2002.

e Compliance Service Collection Operation (CSCO) improved average days to close to
18.9 days in FY 2003, a 33% improvement over FY 2002.

25

Page 38 GAO-04-126 IRS’s Fiscal Years 2003 and 2002 Financial Statements



Management Discussion and Analysis

INTERNAL REVENUE SERVICE
Management Discussion and Analysis
For the Fiscal Year Ended September 30, 2003

e Automated Underreporter (AUR) closures for FY 2003 of 2.89 million is slightly lower
than the FY 2003 target, despite a prior year reduction in Wage and Investment FTE
which decreased the number of cases carried over to FY 2003. AUR’s improved case
selection processes in FY 2003 are reflected by an increase in the number of notices
issued.

e AUR reduced overage correspondence by more than 16%.

e Exam reduced discretionary open cases that are more than 365 days old by 79%.

e Compliance exceeded the FY 2003 discretionary exam closure target of 246,000. In
addition this was a 48% increase over FY 2002 closures.

e EITC examination closures were 418,000, exceeding the FY 2003 target by 20%, and
EITC dollars recommended for proposed deficiencies amounted to $541.6 million,
almost 20% ahead of FY 2002.

e Field Examination closures exceeded the current year plan for both individual and
business returns.

e LMSB increased emphasis on abusive tax avoidance transactions by examining more
returns involving abusive corporate tax shelters, taking action to examine and target the
promoters of abusive tax avoidance strategies, and reaching settlement with taxpayers
on substantial tax shelter cases.

e LMSB made permanent the Fast Track Settlement Program that reduces burden to both
the taxpayer and the government. This program increases issue resolution at the lowest
level, allows for the use of Appeals tools during the examination in LMSB, and
decreases the overall time from the return filing to the ultimate resolution. The length of
the audit/appeals process is shortened by as much as two years.

e LMSB redirected enforcement resources to address the declining audit coverage rates
for mid-size corporations in an effort to ensure an appropriate compliance presence in all
taxpayer segments.

o Field Collection dispositions (Taxpayer Delinquent Accounts-TDA and Taxpayer
Delinquent Investigations-TDI) and productivity exceeded the current year plan and prior
year performance.

e OIC closures exceeded the plan levels in both the field and the Centralized Offer-In-
Compromise Unit. Through September 2003, 56% of offers were closed within 6 months
compared to 37% for the same period in FY 2002.

e Appeals increased the total number of Appeals cases closed from 68,000 in FY 2002 to
83,000 in FY 2003. This increase in productivity is attributable to additional
management focus on workload priorities (i.e. docketed cases, collection work),
increased efficiencies in both case management and processing and implementation of
process improvements, including specialization and segmentation.

e Collection Due Process (CDP) front-end inventory currency and back-end inventory
improved over FY 2002 levels by 25% and 21%, respectively.

e CDP case processing productivity has improved with the percentage of aged cases
dropping from 16.2% in FY 2002 to 5.0% in FY 2003.

e Through September 2003, the Taxpayer Advocate Service (TAS) closed 196,774 cases.
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b. Improved Communications and Service

e ACS increased direct time delivered on phones by 20% over FY 2002 levels. ACS
answered 1,468,786 calls, a 16% increase over FY 2002, and reduced internal
telephone transfers by 80% from FY 2002 levels with no increase in FTE.

e AUR implemented additional systems capacity and eliminated approximately one million
busy and abandoned calls.

e Examination expanded telephone services to more than 500,000 taxpayers through cold
call units and automated scripts.

o Field Assistance completed the networking of the Queuing Management Project in Area
7, all sites in California.

e Compliance Services Collection Operation (CSCO) timely processed 756,000 pre-
assessed installment agreements, a 40% increase over FY 2002.

e The “Notice of Intent to Levy” was revised to clarify the actions required by taxpayers in
order to avoid enforcement actions.

e Revisions were made to simplify and clarify Exam’s first notice.

e Compliance developed and fi